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ABSTRACT: Research and Analysis of Selected Financial Reporting Topics
Throughout the 2015-2016 school year, I completed several different cases within
the realm of financial reporting and accounting. The purpose of this research was not only
to familiarize myself with financial reporting methods but also to take a deep dive into
the intricacies of financial statements. Thus, this thesis paper will look vastly different
than most theses submitted to the Honors College, for it covers a broad range of topics
rather than honing in on just one area. The cases range from private companies to public
companies, some domestic and some international. Throughout my research, one will
find that any problem, no matter how small, has the ability to affect financial statements
in its own particular way. The method for research was really quite simple. Upon receipt
of the case of interest for that week, I started by taking a deeper look at the situation and
the financial statements by critically reading all of the provided materials. Once this was
complete, I sought to understand the situation by forming opinions and ideas about the
company in question, and through deep analysis, formulated a resolution to each
question. All of this work was done in a group setting with the other individuals who are
both accountancy majors and in the Honors College. We were able to bounce ideas off of
our partner for the week, which became an immensely helpful aspect of the process, as I
was able to gain new perspectives on items that I might not have totally understood. With
each case that was turned in, an accounting firm came in to speak to us on the topic for
which the class had undertaken for that two week span. This expanded the research even
further as it allowed for professionals to share their opinion on the subject matter,
sometimes giving an immensely different perspective than the popular opinion. The result
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of this process was an independent body of work that touches many of the major points of
financial reporting, giving the reader a broad perspective of popular accounting issues.
SUMMARY OF RESEARCH APPLICATIONS
The work the Honors 420 has provided has been invaluable to many future
accountants to prepare them for their careers, and I am no exception to this rule. There is
no other class like it across campus. While there were many areas that unique thesis
process that accountancy majors have taught me, three items stand out as the most
prolific: real world accounting, the research process, and the use of Excel.
Many times in financial accounting classes, students do not get to look at financial
statements as a they are presented to their users, which can differ vastly from the
examples that are set in class. Throughout the year, the Honors Accountancy 420 class
was exposed to many different sets of financial statements, from private American
companies to publicly traded international corporations. The value of this exposure
cannot be overstated, as it prepared us for what we would see in our internships: real
world financial statements with, sometimes, real world problems. It gave students a
chance to independently look at the financials of a company and form opinions on them
after critically analyzing them, a skill that was no doubt improved throughout the course
of the year.
The research process is also an area that not all accountancy majors are
adequately exposed to before graduation. However, through the thesis process, I was able
to begin to understand how accounting research should work, while also realizing that
accountancy is not always as cut and dry as the general public believes it to be.
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Accounting problems should be dealt with just as one deals with any other problem
within academia: understanding all of the sources. Before ever starting on a particular
case, we were instructed to intensely read all of the information before delving into any
solutions, as a higher sense of understanding comes from critically reading each provided
source. This allowed for all of the information to be much more extensive, for we gained
a heightened level of detail through this process. From this point, conclusions were
drawn, and, surprisingly, the differences between some of the conclusions were vast.
Accounting issues are not something that can be solved with a one track answer all of the
time; many take an immense amount of subjective reasoning, a trait which is reflected
throughout this research.
Being proficient in Excel, Numbers, and other data processing applications is a
cornerstone skill of any good accountant, and the research that was performed throughout
the year definitely demanded that of anyone involved. Without this class, I would have
been even further behind on my Excel skills before arriving for work for KPMG in
Memphis. Manipulating data is integral to success in any internship for accounting, and I
could not have done it without the resources given to me by Honors Accountancy 420.
Even the most basic of skills proved useful during busy season with KPMG, such as
formatting tables and presenting information professionally. Without this class, my work
for KPMG would have been substantially less impressive.
Conclusively, Honors Accountancy 420 made its participants better prepared for
what lies ahead: a career in accounting. No class in the School of Accountancy demands
more of its students, as, many times, the cases that are provided are better suited for
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graduate students than undergraduates. The skills that are developed over the course of a
year of in depth case studies provide students with the ability to be a high performer in
the corporate world from day one.
APPLICATION OF RESEARCH IN THE FUTURE
Undoubtedly, the skills that were developed during the course of thesis research
will be immensely useful in my future professional career with KPMG. For example, the
exposure gained from looking at real corporate financial statements is invaluable to the
future accountant. With most of the examples coming from imaginary companies in
books, the current accounting curriculum does not feature real world scenarios as much
as would be desired. Through the research in this class, students were able to see how
their knowledge applies in real world situations. Furthermore, accessing accounting
databases is another advantage that thesis research has given me. Throughout the span of
my internship, I was called on to look into various topics of accounting theory and
knowledge, and I would not have known where to start if it weren’t for the extensive
research experience I gained from Honors Accountancy 420. In addition, the research
taught me that accounting is not just a world of right and wrong: there are many opinions
to be had. Through the group work that was allowed throughout the year, I gained many
different perspectives that I would not have had otherwise. Lastly, the heightened ability
for professional report writing is something that will undoubtedly prove invaluable to a
budding accounting professional. Our reports were meant to look like we were ready to
turn them in to a partner of our firm, and this standard set the tone for the thesis.
Professional writing skills allow accountants to effectively communicate their positions,
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and, through working on a thesis paper, I was able to greatly improve on these skills
before I reach the corporate world.
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CHAPTER 1: Glenwood Heating, Inc. and Eads Heating, Inc.
Part A
1. After a full financial analysis of both of the companies during their first year of
operations, it is clear that Glenwood Heating, Inc. (Glenwood) is a superior
investment than Eads Heaters, Inc (Eads). This decision has been based on three
deciding factors: the profitability and liquidity of Glenwood as given by ratios, net
income, and larger retained earnings. These signs have indicated that Glenwood is in
a better position than Eads both in the short-term and the long-term. A more in-depth
description is given below, along with the financial statements and ratios that back
these claims up.
Part B
1. The profitability of these companies is best compared through three specific ratios
and margins: Gross Profit Margin, Profit Margin, and Earnings Per Share (EPS).
When investing in a company, these should be the ratios an investor should lean on.
Gross Profit Margin, which measures profit generated from sales after cost of goods
sold is factored in, is the first telling sign that Glenwood is a better investment, with
Glenwood’s at 55.58% while Eads’ is at 52.62%. Although this may not seem like a
large difference, it is when you consider the fact that both companies sold exactly the
same amount of product this year, $398,500. The reason Glenwood’s is higher is
because of its cost of goods sold being lower, despite selling the exact product at the
8

same price. Furthermore, the profit margin on Glenwood’s product is almost 6%
higher than Ead’s: 23.27% (Glenwood) vs. 17.70% (Eads). The profit margin
percentage shows what amount of sales ends up in net income, so its obviously a very
important number. The more sales money that turns into net income the better, and
Glenwood is doing that at a higher rate than Eads. Along with profit margin, Earnings
per Share, or EPS, is an imperative ratio in judging the profitability of a company.
Eads EPS (22.04) is lower than that of Glenwood’s (28.98), which means is that there
is more net income to be distributed amongst common shareholders. The higher the
EPS goes, the more value the owners have with each share.
Part C
1. The Liquidity ratios also favor Glenwood over Eads as a better investment. Anytime
looking at liquidity, one must first look at both the current ratio and the acid test.
These are the most black and white signs of a firm being able to liquidate their assets
if need be. Glenwood’s Current Ratio and Acid Test are 4.88 and 2.97, respectively,
while Ead’s are 4.63 and 3.24, respectively. More liquidity gives businesses freedom
to continue to grow and expand, as well as deal with potential issues down the road
that may require emergency capital. Liquidity helps a business deal with these issues
because money is much more available in businesses that have it as a luxury. As one
can see, these ratios are very nearly the same for both companies, suggesting that they
are essentially equal in liquidity.
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Part D
NOTE: ALL ACCOMPANYING FIGURES CAN BE FOUND AT THE END OF
THE CHAPTER.
1. Income Statement: The most important number in an income statement is obvious:
net income. In this situation, the net income favors Glenwood, whose net income is
$22,227 higher than that of Eads. The main reason for this seems to be the method of
inventory that the respective companies have chosen. Glenwood chose to use FIFO
way of inventory, which makes for a lower cost of goods sold due to rising costs as
the year progresses. On the other hand, Eads uses the LIFO method, which uses all
the more expensive units first, producing a higher cost of goods sold. This produces a
lower net income. The net income is one of the most important selling points for
investors, and the company that has the higher net income is more likely to attract
investors. That company is Glenwood. Furthermore, Glenwood reports a lower Bad
Debt Expense on the income statement as opposed to the much higher one of Eads.
This shows that Eads, although their cycle may be faster, has a harder time collecting
money that Glenwood does. This should be a point of concern for the investor. If one
is to invest, he or she must know that the collections department is doing everything
they can in order to get their money back.
2. Statement of Retained Earnings: Glenwood reports higher retained earnings than that
of Eads, which again goes back to the aforementioned difference in recognizing Cost
of Goods Sold. The net income makes all the difference here, and Glenwood, with its
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higher net income, takes more money, and thus, more freedom, into the next financial
year. This should make the investor much more confident in investing as they have
more money to develop and research more business opportunities. Having more
money going into next year gives much more freedom to Glenwood.
3. Balance Sheet: The Balance Sheets for the two companies are essentially the same.
Eads has higher total assets than Glenwood, but this is largely due to a lease
agreement signed on a piece of equipment that Glenwood elected to rent yearly
instead.
4. Cash Flow Statements: Eads makes its strongest statement against Glenwood in this
statement, as Glenwood has an alarming $426 balance of cash versus Eads’ of $7,835.
This is something to definitely keep an eye on with this investment. The cash flow
from operations is where Glenwood really presents a problem, for they are well into
the negative numbers. This is somewhat of an interesting situation because one would
think with their good numbers on most of the ratios that their cash flow would not be
an issue. However, this problem is not something to be immensely concerned about.
As long as they begin to show positive progress in the next few years, which the
financial statements indicate that they will, this problem should be fixed.
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Part E
1. In conclusion, despite its cash flow issues, Glenwood seems like a safer long-term
investment choice. This evidence is given by its profitability given by ratios, long
term debt ratios, and the combination of its retained earnings and net income. Despite
Eads looking like a safe investment, there are issues with collection, as their bad debt
expense is higher than that of Glenwood, but also most of their numbers fall short of
what Glenwood’s show. Therefore, Glenwood Heating, Inc. is highly recommended
as an investment in the heating industry as opposed to Eads Heaters, Inc.

Table 1-1
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Figure 1-2

Figure 1-3

Figure 1-4
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Figure 1-5

Figure 1-6

14

Figure 1-7

Figure 1-8
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CHAPTER 2: Molson Coors
Part A
1. This analysis is a case study that is based truly on opinion. However, it is a quite
important question: operating or non-operating? This analysis takes a very strict view
of operating expenses and revenues, for it is the belief that nothing that doesn’t have
to do with natural core of the operations should not be included within the operating
section of the income statement. The real point of emphasis here should be on the
Special Items section of the income statement. These should never be considered an
operating expense or revenue. They even state it in their notes: “Our special items
represent charges incurred or benefits realized that we do not believe to be indicative
of our core operations.” (Molson Coors Brewing Company Page 78). This should be
enough proof to not put Special Items in the operating section of the income
statement. Furthermore, Special Items should not be considered part of operations
because of how hard to predict it is. No one knows what will go under it. Therefore,
why would we put it in operating expenses? Operating expenses and revenues should
be items that we know for sure are going straight towards the production of what the
company intends to sell. However, we do recognize that their are some drawbacks to
looking at it like this in such a narrow viewpoint. First, it can be too narrow at some
points, for there may be some special items that actually do affect operations. This
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complaint can be countered with the fact that having a strict view of what operations
are can give the company more consistency with its financial statements. Without
having the wild card of Special Items in operations, the company can begin to
normalize its financial statements much more. Not only is this beneficial for their own
internal operations but it is also beneficial to its users. Users can begin to see the
trends within the company when it comes to operations, which will show them how
profitable their core operations truly are. Furthermore, this strict view of operations
explains the large percentages on returns that are given in the below appendix, for it
affects how many assets and liabilities are considered as operating. The stance
portrayed in the appendix below is, again, one of strict consideration for operations. If
the asset or liability did not have to do directly with operations, it was not counted.
This makes for lower numbers that produce high turnover and return ratios.
Conclusively, the appendix below gives all the numbers to back these statements up.
All the numbers represent core operations, which will give the reader a true view at
how efficient Coors is when Special Items and other non-operating expenses and
revenues aren’t involved.
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Part B
2. Classifications of An Income Statement
1. Operating and Non-Operating Sections
1. Operating Section:
1. Sales and Revenue: This presents the revenue generated from the Coors’s
direct operations, netting the sales numbers with other items such as
discounts and allowances.
2. Cost of Goods Sold: This number is used to combine with sales and
present a gross profit number.
3. Expenses (Selling): These are expenses that are strictly related to the
Coors’s efforts to generate sales.
4. Expenses (Administrative or General Expenses): Expenses that are
considered more “behind the scenes”; not directly related to sales.
2. Non-Operating section
1. “Other” Revenues and Expenses: Revenues and Expenses that do not arise
strictly out of the true operations of the company.
2. “Other” Gains and Losses: Peripheral transactions not having to do with
the true operations of the company.
2. Income Tax: This section shows how much the governmental taxation took from
Coors’s profits. Many times this effect can be lessened through by different
strategies.

18

3. Discontinued Operations: Gains or losses from liquidating certain sections of the
business.
4. Extraordinary items: Unusual and infrequent items that, despite their irregularity,
still need to be reported.
5. Earnings per Share: This is a measurement of Income at different stages compared
to Weighted Average Shares Outstanding.
3. The classification of an income statement is important because this gives users the
opportunity to see where the money is coming and going from. This makes it easier
to compare not only to other companies but to previous year performances, giving all
the information much more substance. If the users can see where the money is
coming and going, this will make it much easier to make an informed decision.
4. Persistent income is of the utmost importance to users because, if they are to invest,
they want to know if their is a constant inflow of revenues and cash going into the
company. Having a positive measure of persistent income will let users know that
their investment is a steady one.
5. Comprehensive income is a measure of all the changes in equity that surpass the net
income calculations. It gives more of a broad view of the company’s income.
However, it does not involve investments by owners or distributions to owners.
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6. The difference in Sales and Net Sales is key within the income statement of Coors:
the excise tax. What this is is a charge taken out by the government for the operation
they are running, somewhat like a sin tax. Every time that a bottle or case of beer is
sold, this tax is taken out of the sales revenue for the company and goes to the
government.
7. Special Items Explanations
1. Special Items are objects that could not have been foreseen but still need to be
reported due to the materiality of the situation. This could include anything from
flood losses, unexpected contract changes, and restructuring. Even though these
might not happen every year, that does not change the fact that they must be
reported if they are material transactions or happenings.
2. The classification of Special Items as an operating expense does not make sense
in the context that they give them. This is evidenced by the face that in their
footnotes to the financial statements, Coors states that these Items are, “not
indicative of their core operations.” If they are to stick by this definition, they
need to move Special Items into a non-operating section.
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8. The “other income (expense), net” seems to be in the same vein as Special Items. It
does not really have any direct control over the operations over the company, so it
should be categorized as the same. I believe that they should both be non-operating
expenses since they have no true bearing over the operations of Coors. Beyond that,
though, other income seems much harder to predict. Every year, the number jumps
seemingly up or down by a large margin while Special Items stays relatively steady.
9. Comprehensive Income Vs. Net Income
1. Comprehensive Income for Coors in 2013 was $760.2 million.
2. Net Income for Coors in 2013 was $567.3 million.
3. These numbers are separated by various transactions that are not considered part
of net income. These transactions are much more peripheral, such as retirement
benefits, amortization of service costs, and foreign currency translation
adjustments. These are much more specific transactions that are not typically
recorded in net income, therefore they are reported with the comprehensive
income.
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10. Non-recurring items
1. Special Items: These are not recurring just due to their nature. Although the
numbers might jump a considerable amount, this is not the main reason that they
are non-recurring. The main reason is that no one knows what these transactions
are going to be from year-to-year. The idea of “Special Items” leaves so much
room for interpretation because no one knows when or on what scale they are
going to happen.
2. “Other income (expense), net”: These are not recurring because of how much
room for interpretation there is within these, much like Special Items. It is just a
broad area seemingly for non operating items that don’t fall anywhere specific,
thus it is hard to predict.
3. Income from discontinued operations: This is not recurring because it can change
so much from year to year. The company might liquidate a large amount of the
business one year, but the next year they might not liquidate anything.
11. Tax Issues
1. The effective tax rate for Coors in 2013 was 12.8%.
2. The tax rate will remain steady right around 12.8%, which is evidenced by the
2011 year, in which it was nearly the exact same as 2013. 2012 can be written off
as somewhat of an anomaly as evidenced by its deferred tax assets being so much
higher than that of 2013. Also, interest expense was abnormally high
comparatively, which had a large effect on the company’s income
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12. Persistent income from Coors company will include net sales, which will eventually
net into gross profit. This number will then be taken and added to equity income as
well as Marketing, general and administrative expenses being taken away from it.
This should give a good number for what to expect from persistent income each year,
for it leaves out “other” income that is not predictable as well as special items which
also differ from year to year. This calculation can be seen in the below table:
Persistent Income 2013 (In Millions)
Net Sales

$4,206.1

Cost of Goods Sold

-$2,545.6

Gross Profit

$1,660.5

Operating Expenses

-$1,193.8

Equity Income

$539

Operating Income

$1,005.7

Taxes

-$84

Persistent Income

$921.7
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13. Non-Operating Items
1. Special Items: This is non-operating because it does not have to do with the core
operations of the company, as is explained in the footnote about Special Items
2. Other income (expense), net: This is non-operating also because of the nature of
what these are. They are a bundled together group of expenses and revenues that
do not really have a specific spot within the income statement. They are hard to
predict and the actual transactions that go into them are never the same from year
to year.
3. Income (loss) from discontinued operations: Discontinued operations should not
be part of operating income because, quite frankly, because these sections of the
business are not in operation anymore.
4. 2013: Special Items of $200 million, total other income of $151.2, and non
controlling interest cost of $5.2 million all must be taxed. These net out to be
$313.376 million when added together as a loss, and when the gain from
discontinued operations ($2 million) is added back, the total non-operating after
tax amount is $311.376 million.
5. The net operating profit after tax is given by adding the non-operating after tax
amount of $311.376 million back to the net income of $567.3 million, which is
$878.676 million.
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6. 2012: Special Items of $81.4 million, total other income of $275.3, and noncontrolling interest gain of $3.9 million all must be taxed. When the gain from
discontinued operations ($1.5 million) is added back, the total non-operating after
tax amount is $308.964 million.
7. The net operating profit after tax is given by adding the non-operating after tax
amount of $308.964 million back to the net income of $443.0 million, which is
$751.964 million.
14. Non-Operating Assets and Liabilities
1. Non-Operating Assets1. Other Current Assets: These are not directly and obviously related to
operations therefore they should be non-operating assets.
2. Goodwill: This is also not directly related to the core operations of Coors so it
should considered non-operating. This is when people or the company pay
more than fair value for an asset.
3. Other intangibles: Since these cannot be concretely defined, they must not go
under operating assets. It would not make sense to say these are operating if
there is no real way to measure them.
4. Notes receivable: These are not operating because of how long term they are.
It is hard to link them with any current operations because of the nature of
them.
5. Deferred tax assets: Assets that can be used to lower taxable income.
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6. Other assets: These are also not specific enough to fit in with a narrow view of
operations.
7. Investment in MillerCoors: Investments do not directly relate to the operations
of making beer, and therefore it should be considers a non-operating asset.
2. Non-Operating Liabilities:
1. Discontinued operations: these are non-operating because these sections of
business are no longer in existence, therefore it would not make sense to
include them in this calculation.
2. Long Term Debt that is not current: This is much like notes receivable. It
cannot be linked to any operation in particular and does not have to be paid off
in the near future from income made by the company.
3. Derivative hedging instruments: These are so long term also that they cannot
be linked to anything with current operations, therefore they are non-operating
4. Pension and Post Retirement Benefits: These are benefits that old workers
earn after they retire. It has nothing to do with current operations.
5. Other Liabilities: The other liabilities name is too broad to associate it with
anything specific for operations; therefore it is non-operating.
6. Deferred Tax Liabilities: See deferred tax assets. It does not relate specifically
to current operations.
7. Unrecognized Tax Benefits: Tax benefits, while they can be a part of net
income, have nothing to do with the core operations of the company.
3. Net Operating Calculations
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1. These were found by subtracting operating assets by operating liabilities.
Essentially, it is everything besides what has been aforementioned. Using this
equation, we found these numbers: (“Current Assets” and “Properties” less
“other current assets and deferred current tax assets”) - (“Accounts Payable”
and the current portion of long term debt and short term borrowing).
2. 2013 Net Operating Assets: $1,389 million.
3. 2012 Net Operating Assets: $1,183 million.
15. RNOA
1. 2013 RNOA:
1. $878.676 / $1389 = 63.26%
2. 2012 RNOA
1. $751.96 / $1183 = 63.56%
16. Profit Margin and Asset Turnover
1. 2013 Operating Profit Margin
1. $878.676 / $4206.1 = 20.89%
2. 2012 Operating Profit Margin
1. $751.96 / $3916.5 = 19.20%
3. 2013 Net Operating Asset Turnover
1. $4206.1 / $1389 = 3.03
4. 2012 Net Operating Asset Turnover
1. $3916.5 / $1183 = 3.31

27

Chapter 3: Golden Enterprises
Part A:
1. The cash flow statement of Golden Enterprises brings together many useful numbers
to provide an important insight into the true operations of the company when it comes
to cash. These sections include Cash Flow from Operations, Cash Flow from
Investing, and Cash Flow from Financing. Starting with net income, a series of
adjustments is made to convert net income into the final number, net cash flow.
Aforementioned adjustments are found in the given t-accounts by finding the changes
from the beginning balances to the ending balances. Depending on the nature of the
account, it is either added back or taken away from the total cash flows. For example,
if Accounts Receivable goes up, this number must be taken away from net income to
adjust it to cash. In the income statement, Accounts Receivable is derived from true
revenue, even though it does not involve any hard cash transfer; thus, it must be taken
out of the cash flow statement net income. On the contrary, if Accounts Payable were
to increase, one would add cash back to the cash flow statement because it is
recognized as a loss of “cash” on the income statement, despite the fact that there is
no real cash being transferred. Essentially, the cash flow statement is a long list of
adjustments to net income in order to show a true number for cash transactions and
their sums. It can be helpful in many ways. For instance, if a company has a high net
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income but low cash flows, potential users should be worried about how much faith
they can put in that net income number. Many times it can point to an inefficient
company-wide strategy that could potentially be troublesome down the road.
Conclusively, the statement of cash flows is a very useful investment tool that shows
the bare bones of a business: true cash flow. Given below is a more in depth look at
the statement of cash flows and Golden Enterprises.
Part B:
1. The statement of cash flows gives an idea of the actual cash transactions that take
place throughout the company. The income statement, on the other hand, provides
information for the flow of revenue in the company. This means that it takes into
account items such as Accounts Receivable, Accounts Payable, and Depreciation
Expense. The cash flow statement is adjusted to take these transactions out, as they do
not include the physical movement of cash.
2. Difference in Cash Flow Methods:
1. Direct Cash Flows are much more cumbersome to report. It is essentially the
income statement converted from accrual basis to cash basis. Most companies do
not use this method because of how difficult it is to report. Moreover, most
companies do not record the necessary items to complete a full direct statement of
cash flows.
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2. Indirect Cash Flows are how the majority of the business world reports their cash
flow. It sets up well for companies using accrual basis accounting, for the
transactions and adjustments are presented easily throughout the financial
statements. This is how Golden Enterprises reports their cash flow, as evidenced
from their adjustments to net income in their operating section.
3. The three sections of the cash flow statement are listed as follows:
1. Cash Flows From Operations
1. These are cash flows arising from the core operations of the business.
1. Example: Increase in Accounts Receivable.
2. Cash Flows From Investing
1. These are cash flows coming from investments in items such as fixed assets.
1. Example: Cash Paid for Equipment.
3. Cash Flows From Financing
1. Cash coming and going from items such as borrowing of money and
dividends, respectively.
4. a) Example: Dividends Paid.
5. Balance Sheet Relations
1. Operating:
1. These are everyday transactions, so they will fall in line everywhere. For
example, accounts payable will fall under a liability, while accounts receivable
will be an asset account.
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2. Investing:
1. Investing activities will usually be long-term asset transactions, so they will
obviously fall under assets in the balance sheet.
3. Financing:
1. These will most likely be equity and liability accounts. Loan related activity,
such as long-term notes payable, will be a liability. On the other hand,
Dividends will be under the equity section.
6. Cash equivalents are items that will usually mature within three months. One could
also describe them as highly liquid investments.
7. Net income being reported on the statement of cash flows saves time for the company
while it is going through the process of reporting. It can be adjusted to only reflect the
true cash items, which is the process of indirectly reporting cash flows.
8. Golden Enterprises Statement of Cash Flows can be found at the end of the
document.
9. Depreciation Expense does not generate cash for Golden Enterprises, as shown by the
statement of cash flows. It is taken out of net income to adjust for cash because it
does not involve a true cash transaction.
10. Net income has severely gone down, as has cash flow from operations. These two
normally go hand in hand. Net income went from $2,207,623 in 2012 to $1,134,037
in 2013. This $1,073,586 decrease should be quite alarming for Golden Enterprises. It
must re-evaluate what changed from year to year and make the necessary
adjustments, for this type of decrease is not sustainable for very long. Furthermore,
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the net cash from operations decreased by $1,140,261 from 2012 to 2013, a change
can mostly be explained by the horrible decrease in net income. The fact is that
Golden Enterprises must find the issues it has with its net income and resolve them if
they want to get their cash flows from operations up. A good place to start would be a
full analysis of where the net income is derived from, which is laid out in the income
statement.
11. The productive capacity of Golden Enterprises has decreased between 2012 and 2013.
This is evidenced by not only their cash flow numbers, but more specifically by their
net income. Any time that net income goes down is not a good year, but this time is
especially poor: net income went down 48.63% compared to last year. The company
will not be able to survive many more years like that. Furthermore, this number is
compounded by the fact that cash flows went down from 2012 to 2013, as well as
cash flows being negative for both years. All of these factors together suggest
overwhelmingly that it was not a comparatively productive year for Golden
Enterprises.
12. Golden Enterprises will probably need to do some financing to account for this large
increase in investments. There are many options that Golden Enterprises could use to
pay for this investment, but it seems that Debt Financing is their best option. As given
in the Statement of Cash Flows, their debt repayments and debt proceeds are nearly
always the same. This suggests a good policy of keeping their word when it comes to
financing. Because of this good policy, I believe that issuing debt would be the best
option for the large increase in investments, for it seems like this is a safe bet.
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Figure 3-1
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Chapter 4: Pearson Receivables
Part A
13. Accounts receivable are generally orally-binding claims held against customers and
others for money, goods, and services. They are usually classified as either current
(short-term) or noncurrent (long-term). They are further classified trade (receivables
on sales of goods and services) or nontrade (interest receivable, advances to others, et
cetera).
14. Accounts receivable are normally oral promises of the purchaser to pay for goods and
services sold, while notes receivable are written promises to pay a certain sum of
money on a specified future date. Essentially, notes receivable are much more formal
that normal accounts receivable that one might find on a company’s balance sheet.
15. A contra account on a balance sheet reduces either an asset, liability, or owners’
equity account. They provide a good amount of flexibility within the statements, as
the user can separate something such Accounts Receivable and Allowance for
Doubtful Accounts to see the true numbers of each. In this instance, the contra
accounts are “provision for bad and doubtful debts” and “provision for sales returns.”
Provisions for bad and doubtful debts means that they are covering for any
outstanding receivables that they might not collect. Additionally, a provision for sales
returns account makes The main ideas that they will base their estimations off of will
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be history and percentages of accounts. The historical numbers of these accounts will
give a good idea as to what the numbers usually are. Furthermore, percentages can be
used to standardize estimations, such as 5% of accounts receivable will be
uncollectible.
16. Percentage-of-sales procedure of estimating receivables must have the net sales and
the company-set percentage in order to be used. It assumes that there is a set amount
of bad debt each year, and it is directly related to the level of sales in the
corresponding year. On the other hand, there is the aging of accounts approach. This
assumes that the amount of uncollectible accounts will differ in percentage as they
age. I believe this is the most effective way of finding net accounts receivable, for it is
more of a specific calculation. In other words, time being taken into account makes
sense when it comes to collecting receivables.
17. Companies that have too harsh of a credit policy often see their sales suffering, for it
scares customers away. The risk of a few accounts not being collected from skeptical
customers is worth the reward of more sales from a reasonable credit policy. This is a
classic risk against reward situation. The company must decide how much it wants to
give in to companies with lesser credit in order to produce more revenue.
18. Anything that is a debit is a write off from accounts receivable typically.
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19. Journal Entries:
1. First Entry:
1. Debit Provision for Bad and Doubtful Debt Expense 26 Million Euros
1. Income Statement Account
2. Credit Provision for Bad and Doubtful Debts 26 Million Euros
1. Balance Sheet Account
20. The provision for Bad and Doubtful Debt Expense is recorded as an Operating
expense.
21. The T-accounts can be found at the end of the chapter.
22. Journal Entries
1. First Entry:
1. Debit Sales Returns Expense 425 Million Euros
1. Income Statement
2. Credit Sales Returns and Allowances 425 Million Euros
1. Contra-account on balance sheet
2. Second Entry:
1. Debit Sales Returns and Allowances 443 Million Euros
1. Contra-account on balance sheet
2. Credit Trade Receivable 443 Million Euros
1. Balance Sheet account
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23. Sales returns and allowances appear under total sales revenue to help find net sales.
24. The t-account for the total gross trade receivables can be found at the end of the
chapter. The journal entries for both total accounts receivable and cash collected are
as follows, respectively:
1. Journal Entry for Accounts Receivable
1. Debit Accounts Receivable 5624 Million Euros
2. Credit Sales Revenue 5624 Million Euros
2. Journal Entry for Cash Collections
1. Debit Cash 5202 Million Euros
2. Credit Accounts Receivable 5202 Million Euros
25. The table of the aged accounts receivable can be found at the end of the chapter. The
auditor would most likely not be comfortable with the estimation 74.19 million Euros,
for the balance at the end of 2009 (76 million Euros) was more than the estimate. In
an ideal world, the estimate would equal the amount at the end of the year. However,
the nature of it being an estimate almost never allows this to happen. The best the
company can do is give a best-guess estimate.
26. The table can be found at the end of the chapter. The average collections went down
over the year, from 97.2996 in 2008 to 93.8786 in 2009. This could be a product of
many things, but most likely a stricter credit policy. The company could have
increased the credit a customer must have before placing a bulk order. Also, the
company could have shortened their collection period so that payments were due
sooner.
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27. There are many options for Pearson to catch up to McGraw Hill when it comes to its
average collection period. The first and most likely answer to doing this should be, as
aforementioned, stricter credit policies. Although this might negatively effect sales, a
stricter credit policy that includes a shorter collection period would bring down the
average collection period. Furthermore, a review of the legal paperwork to make sure
there are no loopholes can also be an efficient way to improve a company’s credit
policy.

Figure 4-1

Figure 4-2

Figure 4-3
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Figure 4-4

Figure 4-5

39

Chapter 5: Graphic Apparel Company
Part A
The following is a step by step analysis of Graphic Apparel Company, along with
changes that need to be made in accounting practice:
1. The key changes affecting GAC this year are multiple. First of all, the shirts she has
been creating have driven away some of the old customers. While they have also
brought new, fashionable customers, these new customers are not as reliable with
their payments. Furthermore, she is having a hard time collecting from these
customers, and she is not willing to change the collection period. Additionally, the
warehouse roof started leaking in May 2014, staining some of the shirts. Nicki
decided to still use these shirts, as the she felt the “grittiness” went along with the
edgy nature of the shirts. The retail stores have not returned many shirts, but she is
worried about the end customer purchasing these items. To her dismay, she sees some
of them being taken off of the clearance rack during the change of seasons. Finally,
she now must comply with GAAP because of her change from equity financing to
debt financing.
1. Nicki owns GAC, as she bought it from the previous owner at a favorable price.
2. The bank reviews GAC’s financial statements, as well as the IRS. Also, the lender
could require an external audit of the company if GAC violates its covenant.
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3. GAC’s loan agreement states that it must keep a minimum current ratio of 1.0.
Part B
2. The biggest items to account for this year are the accounts receivable, bad debt
expense (and allowance for bad debt), damaged goods due to the leak in the
warehouse, and sales returns and allowances. Because of the new customer base that
GAC has acquired, accounts receivable and bad debt expense are more important than
ever. Nicki needs to make sure she is collecting every amount she can for her
currently fledgling business. Also, how to account for goods that are returned for
damages is important because of the amount that was damaged due to the flood.
1. The custom shirt business is having its ups and downs. While she is expanding the
brand to fashions it has never seen before, she is having a hard time completing
this revenue stream through cash collections. This has been the major downfall of
the business so far. Nicki must find a way to collect the money she is owed, or the
business will fail.
2. GAC’s new customer base has changed since Nicki took over. Since she brought
her edgy and trendy taste with her, many new stores have picked up her lines
while the older, more traditional stores have dropped her. This new customer base
is having a hard time making their payments on time, which has been a serious
issue for GAC.
3. The new graphic design is what is attracting the new customer base that is
aforementioned, along with the problems.
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4. The warehouse sprung a leak in the roof, staining some of the merchandise that
had yet to hit stores. Nicki decided that the stains could be perceived to have an
edgy quality, so she used the damaged merchandise anyways.
3. The revenue principle, according to GAAP, states that companies must recognize
revenues in the accounting period in which the performance obligation is satisfied.
4. She booked the Accounts Receivable and Service Revenue when the orders were
placed, not when the orders were totally fulfilled. The only times that this would be
acceptable under GAAP are when the process is much more long term that shirt
manufacturing (plane construction) or a good that is guaranteed to be purchased right
after production (oil).
5. GAC could record revenue at the point of final sale, where the end customer has
actually purchased the product. It could also recognize it at the point of delivery to the
retailer, which would be the preferable method.
6. Recording revenue at the point of delivery to retailer is the best method for a t-shirt
design company to record revenues, for this is when it has performed its service
requirements.
7. Changing to this method would not reflect well on the income statement, for it would
decrease revenues as the $10,000 in custom orders would be booked as unearned
revenues. This would obviously decrease net income on the income statement.
Furthermore, it would increase liabilities and decrease equity on the balance sheet, as
unearned revenues are booked as a liability. In addition, the current ratio would go
down due to the increase in current liabilities.
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8. GAAP requires that Accounts Receivable be reported at net realizable value.
9. GAC seems to use the direct write off method to write off their receivables and record
bad debts. The only time this method is acceptable is when the amount is considered
to be immaterial.
10. This method is no longer acceptable because of the size of GAC’s questionable
accounts. Because of their customer base, the accounts receivable that are outstanding
are more questionable than they have been in the past. A look at their days to collect
receivables paints a concerning picture: the 2014 number was 48.17, while the 2013
number was 33.28. This is not a good increase and evidences poor collections and
credit.
11. GAC could use the allowance method to record its bad debts. This is clearly the better
option to keep good accounting practices. First, it recognizes receivables at their net
realizable value, which is a better representation of the true value of the receivable.
Second, it matches revenues with expenses better than the direct write off method.
12. Nicki should definitely switch to the allowance method. By seeing receivables at their
net realizable value, GAC can look at the payments and collections much more
efficiently. Furthermore, the direct write off method is not used by really any sort of
large, reputable company, which Nicki wants for GAC.
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13. It would decrease net income because the statement now would include bad debt
expense, which Nicki might not be pleased with. Furthermore, assets would decrease
in the balance sheet for the allowance would take away from accounts receivable.
This change would also decrease the current ratio because the numerator (current
assets) would decrease.
14. GAC reports sales returns in the month that they happen. This is only acceptable
when there isn’t a large history of returns, which is not the case for Nicki and GAC.
15. Given the new customer base, circumstances have changed dramatically. Accounts
receivable are now much more difficult to collect, and the style of clothes she is
selling is more likely to be returned due to their edgy nature. One can see this
happening within the financial statements, specifically the income statement.
16. GAAP recommends that GAC books its sales returns as a loss contingency at the
beginning of the period by using reasonable estimates based on sales.
17. Yes, they should. In a business like t-shirts, returns are simply going to happen,
especially when you go out on a limb and design fashionable t-shirts. Thus, while it
might be tough right now, GAC should use the aforementioned method because it
would provide a more truthful representation to outside users.
18. Booking them as a loss contingency with an estimate is the best method, for it is the
safest way to report them. It gives a sense of normalcy to the financial statements if
the same percentage is used every year, and it makes the numbers a more truthful
representation.
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19. This is going to decrease net income most likely, for it will be booked as a subtraction
from sales to get net sales. Furthermore, it will decrease assets by decreasing accounts
receivable or cash, and decrease equity by decreasing net income. This would
decrease the current ratio in turn with decreasing assets.
20. GAAP requires that inventory be reported at lower of cost or market (LCM).
21. GAC reports their inventory at LCM as well, but they have been using the weighted
average cost method to determine the cost of the inventory. This has been appropriate
because there is not much to distinguish between the shirts.
22. Given the warehouse leak, there are now some issues with the way that they measure
their inventory, and it may be time for a change. The number of days to sell inventory
in 2014 is 96.16 days in 2014 compared to 40.56 days in 2013. This huge difference
should be of major concern for GAC and Nicki, and she might need to reevaluate her
inventory in order to better fit the needs of the customer.
23. It seems that they should mark these selling prices down lower than their cost in order
to, hopefully, prevent all the returns that seem to be impending, as evidenced by the
stores taking the clothes off of their clearance racks. This would be a good way to
minimize their losses. The gross profit percentage is 48.32%, indicating that nearly
half of the sales revenue number ends up being profit after cost of goods sold.
24. GAC should change at what price they report this, for now the market price will be
lower than the cost. This is in accordance with their policy of lower of cost or market.

45

25. The alternative would decrease the amount that inventory is reported for, thus
reducing assets on the balance sheet. Furthermore, the current ratio would go down
due to the decrease in the valuation of inventory.
26. GAC is not going to be pleased with the outcome of the necessary changes that have
been made. Their current ratio before the changes is 1.35. With the changes that need
to be made to make the statements fair and reasonable, this ratio would fall to .96.
These changes include all of the following transactions: a booking of a $10,000
liability for unearned revenue, $3000 of allowance for doubtful accounts (which
brings accounts receivable down to net realizable value), $2,000 valuation decrease
on inventories due to mark downs, and $3,000 decrease in assets due to sales returns
and allowances. The decrease in assets and the increase in liabilities do not bode well
for the keeping of their debt covenant, which should be top of their priority list.
27. GAC would need to raise at least $2,180 more of capital to get the debt ratio back to
1, for this is the amount of difference there is between the current assets and the
current liabilities.
28. Nicki should definitely reevaluate her credit policy. This is obviously a major Achilles
heel for GAC. It could drive away a few potential customers, but that may not be a
bad thing. GAC is in desperate need of a reliable client base so it can get back to what
it does best: designing t-shirts. Nicki does not have enough time to waste trying to
chase down bad debts. If they were to get more reliable payments, Nicki would be
able to focus on her strong suit of fashion. Also, I would recommend Nicki, money
permitting, hire someone to take care of the financial side of the company so that she
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does not have to. She does not really have the necessary skill set to know what she is
doing, and I think that someone with more business experience could really help
Nicki propel GAC to new heights.
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Chapter 6: Northwest, Delta, United, and Waste Management
Part A
1. Part A of the analysis contains an in-depth look at the depreciation and sales
schedules of three large airlines: Northwest, Delta, and United. First, a look at a table
with relevant financial information for all the companies.

Figure 6-1
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2. One might be curious why the airlines depreciate this equipment at different rates.
The answer to this is twofold: tax implications and truer representation. First, the tax
implications can be large from deciding how to depreciate large amounts of
equipment. The larger the net income, for example, the larger the taxes. Therefore, to
bring that net income number down, a company can depreciate a piece of equipment
more rapidly if it wants to recognize less profit. Second, companies might depreciate
the same equipment differently because of levels of use. One company might use a
piece of equipment more frequently than another, which means depreciating the
equipment quickly would make more sense.
3. Furthermore, Sales Price II probably makes more sense for all of the companies, for it
creates more of a market for the plane. Sales price I has too much variation to truly be
successful. By starting all of the planes at the same price, companies can make the
necessary adjustments when the market changes for their specific plane.
Part B
1. Waste Management had a laundry list of charges. They were accused of concealing
the operating realities of the company by making or authorizing misleading
statements. The top executives of Waste Management did this in order to meet
earnings goals, which would allow them to retain their positions and retirement
benefits. Moreover, the stock was inflated, and the executives were accused of selling
off the stock knowing of this inflation. Lastly, the complaint states that the profits
were overstated by 1.7 billion dollars
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2. One of the main ways that Waste Management nefariously managed their earnings
was by utilizing depreciation expense. They deferred their current period expenses,
which incorrectly inflated their income for the current period. Also, they avoided the
depreciation expense by extending the estimated useful life of the trucks while also
making unsupported increases to the trucks’ salvage value. In other words, the older
that the trucks got, the more they appreciated in value, which is obviously a
backwards proposition on almost any piece of equipment.
3. The reasoning behind inflating the earnings of Waste Management is really quite
simple: the executives wanted to make sure that everyone thought they were doing a
great job in turn to keep their job positions. In keeping these positions, they would
reap the benefits of an executive salary as well as performance based benefits and
retirement programs. In other words, the management team wanted to make sure that
their money kept coming in, and they they out their integrity in the process.
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4. Arthur Andersen was also a large part of this disaster, since they were the auditor. The
evidence against Arthur Andersen was pretty convincing: it seemed they were helping
to produce the false and misleading reports, and they would not stand up to the
managers of Waste Management to tell them that their financial statements were not
fair and reasonable. This fact could be a product of 14 Waste Management employees
previously worked at Arthur Andersen. Arthur Andersen eventually settled for 7
million dollars, but they never admitted guilt outright. Arthur Andersen continued to
have struggles with integrity within the financial statements, and they eventually
disbanded after many pending lawsuits.
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Chapter 7: Construct
Part A
1. In 2007, at the time of purchase, should Construct record a liability for environmental
liabilities? If so, how much?
1. Construct does not have to record any environmental liability at the time of
purchase because they have not been notified of any potential environmental
damage. Also, because the liabilities cannot be reasonably estimated, there should
be no liability recorded at this time. (ASC 450-20-25-2).
Part B
1. In 2008, should the company record any liability due to BigMix filing for Chapter 11?
If so, how much?
1. There is no reason for Construct to have to book a liability for the bankruptcy of
BigMix. Although it makes sense for them to try to secure cheapened assets from
BigMix, there is no formal procedure for a liability of this nature. Furthermore,
because this bankruptcy is subsequent to the purchase, Construct really has no
reason to have a liability tied to the bankruptcy.
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Part C
1. In 2009, should the company record any liability for the potential environmental
liability? If so, how much?
1. Construct should book this liability because it is more likely to happen than not to
happen. Furthermore, it appears that successful litigation is coming, which gives
reason to booking a liability. (ASC 410-30-25-4).
Part D
1. In 2010, should the company record any liability for the potential environmental
remediation? If so, how much?
1. The company should book a liability in total of $400,000. This number is given
by the legal fees of $100,000 and the study itself of $300,000. Since the RI/FS
cost can be reasonably estimated, Construct must book a liability to correspond
with the estimation. (ASC 410-30-25-15c).
Part E
1. In 2011, should the company record any additional liability for the potential
environmental remediation?
1. Construct should record a liability for the $1.5 million, for these were the
probable results that were estimated by the RI/FS. This procedure is given by
ASC 410-30-25-15e.
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Part F
1. In 2012, should the company record any gain contingency or contingent asset for the
potential settlement?
1. Construct should not record a gain within the financial statements, for this could
potentially be misleading. Instead, Construct can make adequate disclosure (i.e. a
footnote) that recognizes the potential for this gain in a lawsuit. (ASC
450-30-50-1).
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Chapter 8: Rite Aid
Part A
1. The secured debt has more of a guarantee on the principal, which in turn makes it a
safer option for most investors. It is backed by the covenants within the senior
secured credit facility. The unsecured debt is a riskier investment, for it does not have
as much collateral as the other secured debt forms, including the secured credit
facility.
2. A guarantee on debt means that someone else will pay the obligation if the original
borrower is to default. The companies subsidiaries guarantee the unsecured debt.
3. Senior debt is secured by collateral, which makes it one of the safest places for
investors to store their money. Furthermore, fixed rate debt is a type of debt where the
interest rate is predetermined, as opposed to changing with the market. Lastly, with
convertible debt, the holder can convert it into common stock after a set time.
4. Rite Aid could offer different forms of debt for different types of investors. Some
investors might prefer more senior debt that is secured by collateral, while, some
might like to be able to quickly convert the debt into equity.

55

Part B:
5. The total debt reported for the fiscal year 2009 was $6,370,899. Of that debt, $51,502
was current. The debt listed in note 11 as aforementioned includes both current
maturities and lease financing obligations, whereas the long term debt number
includes neither on the balance sheet. The difference ($133,764) is listed below long
term debt on the balance sheet.
6. The face value of the notes is $500,000, for the amount of the face value has not
changed from year to year on the debt statement in note 11.
7. Debit Cash for $500,000;
7.1.Credit Notes Payable for $500,000.
8. Debit Interest Expense $37,500;
8.1.Credit Cash $37,500.
8.1.1. This was found by multiplying $500,000 by the rate of 7.5%.
9. Debit Notes Payable $500,000;
9.1.Credit Cash $500,000.
10. The face value is $410,000, while the carrying value is $405,951. These numbers
differ because the carrying value also includes the amount of unamortized discount on
the note.
11. The total cash payment on these notes for the fiscal year 2009 is $38,437.50. This
number was found by multiplying the face value of $410,000 by the interest rate of
9.375%.
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12. The interest expense for the year ended February 27, 2010, is $39,142.50. This is
found by adding the amount of discount amortized that year ($705) to the cash
payment of $38437.50.
13. Debit Interest Expense $39142.50;
13.1.Credit Discount on Notes Payable $705;
13.2.Credit Cash $38437.50
14. The total rate of interest for fiscal year 2009 is 9.66%. This is found by dividing the
total amount of interest expense recorded by the carrying value at the beginning of the
year. The market value of the bond is higher than the face rate of 9.375%, so one can
obviously tell that this is a discounted bond.
15. Debit Cash $402,620; Debit Discount on Notes Payable $7,380;
15.1. Credit Notes Payable $410,000.
16. The effective annual rate of interest was 10.1212% when these notes were issued.
This calculation was done using the rate function in Excel using the following inputs
in the amortization schedule:

Figure 4-1
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17. Amortization Schedule:

Figure 4-2
18. Debit Interest Expense $27,166.67;
18.1.Credit Discount on Bonds Payable $516.67;
18.2.Credit Interest Payable $26,650.
19. The book value of the notes after the previously mentioned transaction is
$403,136.67. This number is found by adding the amortized discount of $516.67 to
the previous book value of $402,620.
20. Amortization Schedule:

Figure 4-3
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21. The difference isn’t necessarily discernible within any specific year, but the
difference in the total number is definitely material. As one can see by the following
table, by using the effective interest method, Rite Aid can save over $752,000
(numbers given in thousands).

Figure 4-4
22. Debit Notes Payable $810,000;
22.1.Credit Cash $797,769;
22.2.Credit Discount on Notes Payable $8,481;
22.3.Credit Gain on Sale of Notes $3750.
23. Because the notes had not gotten to full maturity yet, Rite Aid is only having to pay
the amount that has been amortized so far, or in other words, the carrying value. The
gain is from discount that they did not have to pay as interest expense, so it is
recognized as a gain. Thus, at this time, the investors are only due the amortized total.
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24. The market rate is lower that the 9.5% coupon rate as well as the effective rate.
Therefore, Rite Aid can repurchase this debt and recognize a gain.
25. It is advantageous for Rite Aid to issue convertible bonds because they can offer a
lower rate of interest due to the amenity of conversion. On the flip side, investors will
buy these notes because, eventually, it will give them a stake in the company. They
can experience fixed cash flow for a period and then have a stake in the company’s
earnings. The balance sheet would be affected in two ways: decrease in liabilities and
an increase in equity. The firm would have less long term liabilities on their ledger,
which once converted would lead to more common stock.
26. Ratio Table:

Figure 4-5
27. Rite Aid is not keeping up well with the industry, as evidenced by the previous table.
28. Rite Aid’s ability to meet it’s long term debt commitments is suspect at best. They do
not appear to have enough assets or cash flow to meet them, and they are essentially
buried in debt.
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29. A CCC rating, which qualifies a junk or speculative, should be assigned to Rite Aid.
They are specifically vulnerable to adverse business conditions. With the amount of
debt that Rite Aid has amassed, it seems the only way for them to get out of the hole
is for some economic conditions to help them out.
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Chapter 9: Merck and GlaxoSmithKline
PART A
2. There is 5.4 billion shares authorized, as stated in the balance sheet within the
financial statements.
3. There is 2,983,508,675 shares issued, as stated in the balance sheet within the
financial statements.
4. According to the balance sheet, Merck reports that there is $29.8 million in the
common stock account. When this number is divided by the amount of shares issued
aforementioned, one finds a rounded stock price of 1 cent.
5. According to the balance sheet, there is 811,005,791 shares of stock in the treasury.
6. Merck has 2,172,502,884 shares outstanding. This number is found by subtracting the
amount of treasury stock, 811,005,791, from the number of shares issued, which is
2,983,508,675.
7. $125,157,900,000 is the market capitalization for this particular day, which is found
by taking the amount of shares outstanding and multiplying it by the price per share
for that day.
PART B
1. GlaxoSmithKline has 10 billion shares authorized as of 2007 according to their
financial statements.
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2. According to their financial statements, GlaxoSmithKline has 6,012,587,026 shares
issued.
3. 5,373,862,962 shares are in in free issue, or outstanding, in 2007.
4. 504,194,158 shares are held as treasury stock.
5. Share capital is essentially common stock in the GlaxoSmithKline balance sheet,
while the Share premium account is the amount of money paid in excess of the par
value. Therefore, share capital is like common stock for Merck while share premium
is like paid-in capital for Merck.
PART C
1. Paying dividends can provide a fairly reliable cash flow for investors, which is
attractive for potential buyers. This will create more demand for the company’s stock.
However, when this dividend is paid, the price will usually go down by the amount of
the dividend on the ex-dividend date to adjust for this payment.
PART D
1. Many companies will buy back their own stock because they believe that their
company is undervalued. This will let them repurchase the stock at a lower price than
what they eventually think it will be. Furthermore, some companies will purchase
their stock to try to prevent takeovers, or, in other words, to increase their share.
Another reason to purchase stock back could also be to provide a tax efficient
distribution to shareholders.
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PART E
1. December 31, 2007:
1.1.

Debit Dividends Declared $3,310,700,000;
1.1.1.

Credit Cash $3,307,300,000;

1.1.2.

Credit Dividends Payable $3,400,000.
PART F:

1. Debit Dividends Distributable $2,793,000,000;
1.1.

Credit Cash $2,793,000,000.

2. The $2.793 billion is given by the last two quarters of 2006 and the first two quarters
of 2007, while the $2.905 billion is given by total year for 2007. The difference in
these numbers could be explained by the payment date for each dividend, which
could be delayed until well after the declaration.
PART G
1. Merck uses the cost method of reporting treasury stock. This is evidenced by their
financial statements, saying “at cost.”
2. During 2007, Merck repurchased 26.5 million shares. This can be found in the notes
accompanying the financial statements.
3. In 2007, Merck paid $1,429,700,000 for its treasury stock shares. This, divided by
26.5 million shares, evens out to be $53.95 per share. This transaction is listed as a
financing activity on the Statement of Cash Flows.
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4. It is against GAAP to record treasury stock as an asset, so no company that follows
these rules should. It is always listed as a contra-equity account. It is incorrect for a
company to list themselves as owners of their own company in the form of stock.
PART H
1. GlaxoSmithKline repurchased 285,034,000 shares in 2007. Of these shares,
approximately 269 million were held as treasury stock, and approximately 16 million
shares were cancelled.
2. The average price of the repurchased shares was $13.16. This number was found by
dividing the amount of cash paid for repurchase, $3.751 billion, by the amount of
shares repurchased, 285,034,000.
3. Under U.S. GAA, the “Movements in equity” term is comparable to the “Statement of
Stockholder’s Equity.”
3.1.

Debit Retained Earnings $3,750,000,000;
3.1.1.

Credit Cash $3,750,000,000.
PART I

1. As one can see in the following table, Merck stayed fairly stable through the two
years. While the dividend yield went down by almost a percentage point, the dividend
payout went up .26. Furthermore, Merck shines when compared to GlaxoSmithKline.
Despite their high stock price, GlaxoSmithKline had lower dividend ratios, aside
from Dividends to Total Assets, where they were only up .02 from Merck. The
following table lays out many important numbers.
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Figure 9-1
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Chapter 10: State Street Corporation
Part A
1. Trading securities are debt securities bought and held primarily for sale in the near
term to generate income on short-term price differences.
2. Debit Dividend Receivable $1;
2.1.

Credit Dividend Income $1.
2.1.1.

After declaration, the entry to record the payment is as follows:

2.1.1.1.

Debit Cash $1;

2.1.1.1.1.

Credit Dividend Receivable $1.

3. Debit Fair Value Adjustment (trading) $1;
3.1.1.

Credit Unrealized Holding Gain or Loss-Income $1.
Part B

4. Securities available-for-sale are debt securities not classified as held-to-maturity or
trading securities. They are typically fairly liquid.
5. Debit Dividend Receivable $1;
5.1.

Credit Dividend Income $1.
5.1.1.

After declaration, the entry to record the payment is as follows:

5.1.1.1.

Debit Cash $1;

5.1.1.1.1.

Credit Dividend Receivable $1.
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6. Debit Fair Value Adjustment (available-for-sale) $1;
6.1.

Credit Unrealized Holding Gain or Loss-Equity $1.
Part C

7. Securities held-to-maturity are debt securities that the company has the positive intent
and ability to hold to maturity. Equity securities have no true maturation date, so
therefore they are not able to be held until maturity.
8. There is no journal entry that the company would record because the securities are
held until maturity.
Part D
9. The balance of the trading services account is $637 million, which is also the fair
market value of these securities.
10. Debit Trading Account Assets $85,000,000;
10.1. Credit Unrealized Holding Gain or Loss- Income $85,000,000.
10.1.1. This number was found by subtracting $552 million from $637 million.
Part E
11. $11.379 billion was the 2012 year-end balance in this account.
12. $11.661 billion was the 2012 fair value, or market value, of this account.
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13. The amortized cost of these securities is $11.379 billion, as evidenced by note 4 of the
financial statements. These types of securities are debt securities, so they are typically
bought at a discount or premium. This discount or premium has to be progressively
amortized back to its face value, a process which gives us this particular number.
Held-to-maturity securities are reported at amortized cost, which explains why the
amortized cost number and the reported number are the same.
14. The difference in market value and amortized cost is a very important one. With State
Street in particular, the market value is more than the amortized cost of the securities.
This fact suggests that the securities are worth more than their amortized cost right
now. In other words, the securities are “in the money.”
Part F
15. $109.682 billion is the 2012 balance for this account. This represents the fair value of
these securities.
16. The amount of net unrealized holding gain for available for sale investment securities
is $1.119 billion.
17. The amount recognized as realized gains in this account is $23 million. This number
can be found in the Consolidated Statement of Income. This number increases the
amount of total revenue within the income statement, while it also increases the
amount of cash flow generated from investing activities.
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Part G
18. Debit Investments (Available for Sale) $60,812,000,000;
18.1. Credit Cash $60,812,000,000.
19. Debit Cash $5,399,000,000; Debit Unrealized Holding Gain-Equity $67,000,000;
19.1. Credit Gain on Sale of Investments $134,000,000; Credit Investments
(Available for Sale) $5,272,000,000.
20. The cost of the original investments was $5.272 billion.
21. The following chart is for the unrealized gains and losses. This activity will not
impact the cash flow statement at all since they are unrealized.

Figure 10-1
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Chapter 11: Groupon
PART A
1. One can draw many similarities from the likes of Groupon, Walmart, and Amazon.
All three of these businesses have a similar thought process: to provide the customer
with the bottom line price with goods and services. For example, with each medium,
customers can try to get discounts for things such as automotive equipment or
electronics. However, the way that they present these discounts and prices differs.
Walmart has much of their inventory within their stores and can turn it immediately to
the customer through their stores, a strategy that neither Groupon or Amazon can take
advantage of. Amazon combats this with earning the lowest possible profit on their
products, which in turn allows them to have insanely low prices. On the other hand,
Groupon is somewhat of an outsider. Groupon sells discounts and savings on services,
effectively acting as a middle man for prices. While Amazon and Walmart take on
risks through possibly producing low profit margins due to low prices, Groupon has a
much larger task to explain in their financial statements: revenue recognition. The
argument is that Groupon should report it at net amounts instead of gross, since much
of the revenue that they are recognizing never gets to them. While Amazon has to
deal with some of this through their website, it is not near the degree that Groupon
deals with it.
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PART B
1. The following is a table charting Revenue, Income, and Stock Price for Amazon:

Figure 11-1
I disagree with this statement, for costs should be included while looking at any business.
Take the year 2000 for example. If one were just looking at revenue, it would be hard to
justify the enormous stock price fall. However, once digging deeper to the income, which
obviously includes the costs, one can see the deficit nearly double. I believe income is
more important than revenue, as evidenced by this example.
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PART C

Figure 4-2
1. Gross Margin:
1.1.

The gross margin percentage is so much lower with the gross method because
of the difference in cost of sales. Because it is so much higher, the gross
margin is lower.

2. Asset Turnover Ratio:
2.1.

The revenue recognition methods cause the stark difference in total asset
turnover. Because of the large difference in recognized revenue, the turnover
for the gross method is much higher than that of the net method.
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PART D
1. The difference in accounting methods has made the difference in the financial
statements. Under the net method, Groupon is required to only record the difference
between total cash received and cash remitted back to the supplier, while, with the
gross method, Groupon could record the total payment received.
2. Groupon undoubtedly preferred the gross method, for it allows them to show more
revenue within their financial statements. This made their statements look better to
current and potential investors, as they were gaudy revenues.
3. Groupon contended that they were the primary obligor in the transaction. Because of
the credit risk and the “Groupon Promise”, the company claims the risk is great
enough to record the revenue as such. Furthermore, they claim that because the
voucher is traded for a good or service at a set price, the voucher should be valued at
that same price.
4. The argument to keep gross method is very flawed. It does not make sense to record a
discount on a good the same amount of revenue as the good itself. It would make
sense if the good was actually held by Groupon, but they are just a discount agent,
thus proving the gross method almost impossible to justify. They do not hold enough
of the risk to justify recording the entire amount of the revenue.
PART E
1. ASC 605-15-25 deals with the right of return and how companies are supposed to
deal with the right of return issue. Because Groupon does not own their own
inventory, they can’t really substantially back up their right of return promise, but
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they do so anyways. This makes no sense. Groupon should not be able to guarantee
return on any product that they sell vouchers for; only the vendors should be allowed
to do this.
2. I fully disagree with Groupon’s accounting. It seems obviously flawed, especially
with the way that they recognize revenue. Anyone with decent accounting sense
should be able to see that them recognizing all of that revenue is wrong, and,
furthermore, they should not be able to guarantee right of return on behalf of their
vendors, as aforementioned.
3. Groupon could have started out as recognizing revenue with the net method. This
would have meant less gaudy revenue numbers, but they also would have been much
more verifiable numbers. In my opinion, Groupon used the gross method and insanely
large revenue numbers to grow their business quick, not because they thought it was
the right way to account for their services.
PART F
1. This is possible because, despite their large revenues under the gross method, they
were still collecting the same amount of cash. Under the net method, it is just more
obvious throughout the statements where the money is actually going. When they
used the gross method, they were recognizing some income that was actually having
to be paid back to investors.
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Chapter 12: Zagg
NOTE: ALL NUMBERS IN THIS SECTION ARE IN THOUSANDS
PART A
1. Book income is used in financial reporting for the company’s own uses. It is not
disclosed with taxable income, and it often differs from this number. However,
taxable income and book income are often compared to determine deferred tax assets
and deferred tax liabilities. In ZAGG’s case, this number is $23,898. This number
differs from taxable income because of the way that it is figured. For book income,
the amount of income is determined in accordance with GAAP, while taxable income
is reported according to the Internal Revenue Code, or the tax code.
PART B
1. Permanent tax differences are differences in revenues or expenses between the book
values and the taxable values that will never reverse over time. To put it simply, they
are either not taxable or not deductible and therefore will never arise in a tax filing.
2. Temporary tax differences are differences between the tax basis of an asset or liability
and the book value, a difference which will result in future taxable or deductible
amounts. These differ from permanent differences in that the difference is evened out
over time.
3. A statutory tax rate is the rate that is imposed on a company by the government.
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4. An effective tax rate is the average rate at which a company is taxed. It is found by
taking the total tax expense over the total taxable income, giving you a percentage.
PART C
1. This would be misleading to users of the financial statements. If the company is
paying the tax this period, they should be required to report what they paid in total,
not just their current period expenses. Furthermore, if companies were allowed to do
this, they could hide their deferred expenses from users to make it look like they are
paying less than they actually are.
PART D
1. A deferred tax liability represents the increase in taxes payable in future years as a
result of taxable temporary differences existing at the end of the current year, while a
deferred tax asset represents the increase in taxes refundable in future years as a result
of deductible temporary differences at the end of the current year. An example of a
situation like this is selling a piece of equipment and recording it as an installment
sales. Most likely, one will have to defer some of the income into future years, which
also means that some of the tax liability would have to be deferred into future periods.
An example of a deferred tax asset could be an expense that is required by GAAP to
be reported in the current period but not required by the tax code. In this situation, the
company would book a deferred tax asset to account for the taxable amount in the
future period.
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PART E
1. Deferred tax assets, when it is more likely than not that some portion will not be
realized, are reduced by a valuation allowance. More likely than not typically means
more than 50 percent. This allowance account is recorded as a contra asset account.
PART F
1. Debit: Income Tax Provision
Debit: Net Deferred Tax Asset
1.1.

9,393
8,293

Credit: Income Tax Payable

17,686

2. The aforementioned debit of $8293 is given from the difference of the changes in
“Total deferred tax assets” and “Total gross deferred tax liabilities” numbers that are
provided in note 8. Total deferred tax assets increases $8,002, which results in a debit
balance for the change. Furthermore, because liabilities do the inverse of what the
assets do in this situation, a decrease in total gross deferred tax liabilities will increase
the amount of net deferred tax assets. Thus, the decrease of $292 will cause for a
debit to net deferred tax asset. These two figures are added up to $8294.
3. ZAGG’s effective tax rate is 39.30 percent for the year ended 2012. The difference
between the statutory rate of 35 percent and the effective rate can be traced back to
permanent differences between taxable income and pretax financial income. The
amount of permanent differences usually significantly determines the degree of
difference in the statutory and effective rates.
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4. This net amount appears on both the current assets and the non-current assets sections
of the balance sheet. Under current assets, the deferred income tax assets account is
listed at $6,912, while under the non-current section they are listed as $6,596. When
these two numbers are added up, they are equal to $13,508.
PART G
1. The deferred tax liability nature of the property and equipment account in Note 8
suggests that tax code has recognized a larger amount of depreciation expense than
that of the books.
2. Deferred Tax Liability (PPE) for 2012 is listed as $794.
2.1.

The Statutory income tax rate is 38 percent.
2.1.1.

This leads to a difference in book and tax depreciation expense of
$2,089.

3. Since the difference in the accounts is $2,089, one subtracts this number from $4,862,
giving a balance of $2,773.
PART H
1. The books recognized a higher increase in allowance for doubtful accounts, as the
difference in the books from 2011 to 2012 is $904 while the tax number is $229. One
can find both of these values by the difference in allowance for doubtful accounts in
each situation.
2. The change in the deferred income tax asset relating to the allowance for doubtful
accounts in $229.
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2.1.

The Statutory income tax rate is 38 percent.
2.1.1.

The current period difference in book and tax bad debt expense is $603.
PART I

1. The amount in the valuation allowance account is $713, according to note 8 of the
financial statements. This was recorded in order to offset the significant loss that was
taken in their investment in HzO, which suggests that the deferred tax asset that goes
along with this investment is unlikely to be collected.
PART J
1. Since the tax rate has decreased from 35 percent to 30 percent, ZAGG must revalue
their deferred tax assets. The percentage has decreased by 14.28 percent, which is
given by the following calculation: (35-30)/35. This percentage multiplied by
$13,508, the current deferred tax assets, gives an adjustment of $1,930. The journal
entry for the adjustment is as follows:
1.1.

Debit Income Tax Provision $1,930
1.1.1.

Credit Deferred Tax Assets

$1,930
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Chapter 13: Johnson & Johnson

PART A
1. A defined contribution plan includes the employer’s obligation to contribute a certain
sum each period based on a formula, while a defined benefit plan includes the
employer’s obligation to provide a certain benefit at the time of retirement. With the
defined contribution plan, the accounting is very straightforward, as the cost to the
employer is the yearly contribution, and the risk of fund performance is laid on the
employee. On the other hand, with a defined benefit plan, the accounting is much
more vague, for the amount to attribute to the current year is hard to define. Johnson
& Johnson (the Company) uses both forms of pension plans according to note 13 of
the financial statements.
2. Pensions are a liability because they create an obligation to the employee to pay
something to them in the future. It would be poor accounting to not classify this as a
liability, for anything that creates such an obligation should be treated as such.
3. One of the main assumptions that must be made when accounting for pensions is the
fact that different funds will have different interest rates, and, many times, these will
change over time. The company must reasonably assume a rate of return on an
investment in order to properly account for it. As aforementioned, many plans are
based on future compensation, so the company must assume how much that will go
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up or down in the future. The pension must also be adjusted for assumed inflation,
among many other items.
PART B
1. The service cost in pension obligations is the present value of the benefits that are
added to a employees plan during the period. Put simply, it is the amount contributed
during the period. The interest cost is the current amount of interest that is recognized
for the entire liability. This number is found by using the effective discount rate.
Actuarial gains and losses are recognized when something changes with a pension
that calls for a new valuation. This can include future salary increases, changing
discount rates, and a changing expected rate of return. Benefits paid to retirees are
when the employees retire from the company and are due their amount that they are
legally obligated to have from the pension plan. This decreases the amount of total
obligation that the Company has to their employees.
PART C
1. Actual return on pension assets increases the amount of pension assets, which often
include dividends, interests payments, and capital gains. They are increases that can
be measured with actual transactions, unlike unrealized holding gains. Company
contributions will also increase the amount of pension plan assets, for it increases the
amount of money in the fund. Lastly, benefits paid to retirees will decrease the
amount in plan assets, as the company pays these retirement obligations out of the
assets they have contributed to the plan.
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PART D
1. Actual return on plan assets may fluctuate from year to year, and the accounting
industry decided to use a smoothing technique. As a result of this, pension expense is
affected by expected return instead of actual return. Unexpected return gains are
added to pension expense and losses are subtracted, a process that is done to ensure
that expected return affects pension expense. The returns affect assets just the same as
any return affects any assets, with gains increasing the fair value of the assets while
losses decrease the fair value.
PART E
1. The difference in other benefits plans and retirement plans is that with other benefits
plans, the benefit is, more often than not, used in the period that it is paid for. For
example, with health insurance, an employee gets a set amount of coverage each year,
and, most of the time, if it is not used, it goes away at the end of the year.
Furthermore, other benefits plans usually include a specific service, such as dental
and health insurance. Retirement plans are for one specific purchase: assets at the end
of an employee’s career.
PART F
1. The Company recognized $646 million in pension expense for 2007, which they call
net periodic benefit cost.
2. Debit Service Cost $656
3. Debit Interest Cost $597
3.1.

Credit Projected Benefit Obligation $1253
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3.2.

Numbers in millions.
PART G

1. The Company recognized $12.002 billion in retirement plan obligations. This number
represents the deferred compensation obligations it has to its employees for their
service under the terms of the pension plan. This number may be reliable now, but it
is undoubtedly subject to change. Just in the past year, adjustments such as
curtailments, divestitures, and exchange rates have significantly affected this amount.
Therefore, an account subject to this much change should always be viewed
cautiously.
2. The Company used 5.63 percent to calculate their interest cost, a number which was
found by dividing the interest of $656 million by the beginning of the year obligation
of $11.66 billion. This figure is reasonable because it is similar to the statutory rate of
6.5 percent for the year. The effective rate should not differ vastly from the statutory
rate.
3. $481 million was paid out in benefits for the year 2007. Because the Company paid
the cash while contributing to the fund, these specific transactions do not directly
involve more cash being paid. It was already in the fund. This transaction will
decrease plan assets, for this is where the cash is held for the fund. Contributions
come with a debit to plan assets, so benefits should come with a credit.
PART H
1. The value of the retirement plan assets was $30 million at the end of 2007. This
represents the assets used to pay the plan when the benefits are due.
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2. The expected returns for 2006 and 2007 were calculated to be $729.72 million and
$858.42 million, respectively. These calculations were made by multiplying the long
term expected rate of return on plan assets, listed as 9 percent, by the beginning
amount of plan assets for each year. On the other hand, the actual returns for 2006 and
2007 are listed in the financial statements as $966 million and $743 million,
respectively. The difference in these numbers is fairly significant because of how
much more volatile the actual returns are compared to the expected returns, which is
why expected returns are used as a smoothing technique. They help prevent large
jumps in the financial statements. While this not be the most economically sound
practice, it significantly helps the accounting process by making the statements more
seamless and therefore takes precedence over the economic values to using actual
return all of the time.
3. In 2006, the Company contributed $259 million and the participants contributed $47
million, which adds up to a total of $306 million. On the other hand, in 2007, the
Company contributed $317 million and the participants contributed $62 million,
which equals a total of $379 million. Obviously, contributions increased from 2006 to
2007 by $73 million.
4. In 2007, the United States Retirements plan, according to page 63 of the financial
statements,

was made up of 79 percent equity securities and 21 percent debt

securities. Contrarily, the International Retirement Plans consisted of 67 percent
equity securities, 32 percent debt securities, and 1 percent real estate and other
investments.
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PART I
1. In 2007, the fund was underfunded by $1.533 million. This number is represented in
the balance sheet by $481 million in non-current assets, $43 million in current
liabilities, and $1.971 billion in non-current liabilities. Additionally, in 2006, the fund
was underfunded by $2.122 billion. This number is represented in the balance sheet
by $259 million in non-current assets, $26 million in current liabilities, and $2.355
million in non-current liabilities.
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